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This matter is before the Court on a Mdtion to Dismss
filed by defendant GTECH Hol di ngs Corporation (“GIECH') and
i ndi vi dual defendants WIlliamY. O Connor (“O Connor”), in his
capacity as former Chairman and Chi ef Executive O ficer
(“CEQ') of GIECH: Stephen P. Nowi ck (“Nowi ck”), in his
capacity as GIECH s former President and Chief Operating

Oficer (“CO0O)2 and W Bruce Turner (“Turner”), in his

1 O Connor was Chairman and CEO of GTECH until July 6,
2000.

2 Nowi ck was GTECH s Presi dent and Chief Operating Oficer
until July 6, 2000.



capacity as Chairman of GIECH. This matter derives froma
Cl ass Action Conplaint filed with this Court on August 25,
2000, by plaintiff Sandra Kafenbaum (“Kafenbauni),
representing an, as yet, uncertified class. Her Conplaint

al | eged that defendant GTECH vi ol ated section 10(b) of the
Securities and Exchange Act of 1934, 15 U.S.C. § 78j(b), and
Rul e 10b-5 promul gated thereunder. The Conpl aint al so
asserted clainms made pursuant to section 20(a) of the
Securities and Exchange Act of 1934, 15 U . S.C. § 78t(a),

agai nst i ndividual defendants O Connor, Now ck, and Turner.

On February 13, 2001, plaintiff filed an Amended Cl ass
Acti on Conpl ai nt addi ng Steven Schul man as a plaintiff; and,
shortly thereafter, defendants filed a Motion to Dism ss the
Amended Cl ass Action Conplaint pursuant to Federal Rules of
Civil Procedure 9(b) and 12(b)(6) and the Private Securities
Litigation Reform Act of 1995 (“PSLRA”), 15 U.S.C. § 78u-
4(b)(1).

In their Motion to Dism ss, defendants argue that the
Amended Conpl aint nmust be dism ssed for essentially two
reasons. First, defendants argue that the Amended Conpl ai nt
fails to satisfy the hei ghtened pl eadi ng requirenents
contained in Federal Rule of Civil Procedure 9(b) and the

PSLRA. Second, and rel atedly, defendants contend that because



t he Amended Conpl ai nt does not satisfy the requirenments of
Fed. R Civ. P. 9(b) and the PSLRA, plaintiffs cannot assert
cl ai ms agai nst the individual defendants.

For the reasons that follow, this Court denies the Mtion
to Dismss as to the statenents contained in the SEC filings
and the May 2000 press rel ease because plaintiffs have
adequately alleged a securities fraud violation with regard to
those statenments. The Court, however, grants defendants’
Motion to Dismss as to the statenents contained in the June
and July 2000 press rel eases because they are not actionable
statements. Wth regard to the plaintiffs’ section 20(a)
cl ai ms agai nst individual defendants O Connor and Now ck,
defendant’s Motion to Dism ss is denied. The Court, however,
grants the Motion to Dismss plaintiffs’ section 20(a) claim
agai nst Turner.
| . BACKGROUND

Unl ess otherwi se noted, the facts recited are drawn from
t he Anended Conpl ai nt.

GTECH is a publicly traded corporation with its
principal place of business in West G eenw ch, Rhode Isl and.
GTECH supplies systens and services to lottery and gam ng
i ndustries and engages in business not only in the United

States but also in other countries, including the United



Ki ngdom GIECH s busi ness contacts in the United Kingdom
exi st through its partnership with Canel ot G oup Plc.
(“Camel ot”), which operates the United Ki ngdom Nati onal
Lottery (“the National Lottery”).

Before April 1998, GIECH had a 22.5% equity interest in

Canelot. In April 1998, however, GIECH agreed to sell its
equity interest to Canelot for approximtely $84.9 mllion.
GTECH s agreenent to sell its equity interest to Canel ot

provided, inter alia, that GIECH was required to return a
portion of the $84.9 million if Canelot |ost its operating
l'icense for reasons attributable to GITECH

GTECH s Deci sion Not to Disclose the Software Ml function

I n June 1998, GIECH identified a malfunction in the
software it provided to Canelot to operate the Nati onal
Lottery. The malfunction caused a relatively small nunber of
overcharges to lottery retailers by duplicating transactions
resulting in overpaynents or underpaynents to certain
prizewinners. In July 1998, GTECH corrected the software
mal function wi thout revealing it to either Canelot or the
United Kingdom National Lottery Comm ssion (“the Lottery
Conmmi ssion”), the agency that operates the National Lottery.

U. K. National Lottery Conmm ssion’'s |l nvestigation of GTECH

In May 2000, as part of its evaluation process to



determ ne whether to renew its seven year contract with
Canel ot, the Lottery Comm ssion conducted an investigation of
GTECH. In its investigation, the Lottery Conm ssion
di scovered not only the 1998 software mal function but also
GTECH s failure to disclose the malfunction and its correction
of the problem On August 23, 2000, after the concl usion of
its investigation, the Lottery Conm ssion decided not to renew
its contract with Canelot. 1In a press release dated the sane
day, the Lottery Conm ssion explained that it had deci ded not
to accept Canelot’s bid to run the National Lottery because
GTECH s conduct had conmprom sed the integrity of the lottery
by not permtting anyone to nmake restitution to the
prizewi nners and retailers who were directly inpacted by the
software nal function.

I n the August 2000 press release, the Lottery Conm ssion
al so stated that in April 1998, three nonths prior to GITECH s
June 1998 di scovery of the mal function, the Lottery Conm ssion
had required GIECH to i npl enent a Code of Conduct.
Specifically, in April 1998, O Connor, the then-Chairman of
GTECH, and Nowi ck, GTECH s then-Chief Executive O ficer, had
given their personal assurances to the Lottery Comm ssion that
t he Code of Conduct would be effective in an effort to inprove

GTECH s business practices. |In July 2000, shortly after the



i npl enment ati on of the Code of Conduct, GITECH failed to
di scl ose the software mal function to either the Lottery
Commi ssion or Canel ot. Based on these circunstances, the
Lottery Conmm ssion decided not to renewits contract with
Canel ot .

Shortly after the Lottery Conmm ssion announced its
deci sion not to renew Canelot’s contract, Canel ot appeal ed the
decision to the Queen’s Bench in London. On Septenber 21,
2000, the Queen’s Bench overturned the Conmi ssion’s decision
to reject Canelot’s bid to continue operating the National
Lottery and held that the Lottery Conmi ssion had to give
Canmel ot an opportunity to bid for the contract. |In Decenber
2000, after sone consideration, the Lottery Conm ssion awarded
the seven year |license to operate the National Lottery to
Canel ot .

Al l eged Material M sstatenents During the Cl ass Period?

Al t hough the Lottery Commi ssion ultimtely awarded the
contract to Canelot, this action was filed on August 25, 2000,
agai nst defendants, alleging that defendants materially
m sl ead the investing public by issuing false and m sl eadi ng

statements which caused the price of GIECH s stock to becone

3The Anended Conpl aint all eges that the Class Period runs
fromJuly 13, 1998, through August 29, 2000.
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artificially inflated in violation of federal securities |aws.
On February 13, 2001, plaintiffs filed an Amended Conplaint in
which plaintiffs allege that defendants made five materi al
m sstatements regarding the software mal function in their
filings with the Securities and Exchange Comm ssi on (“SEC")
and in press releases in violation of Rule 10b-5 and § 20(a)
of the Securities and Exchange Act of 1934.

The first statenent alleged to be materially fal se was
made in a 10Q filed with the SEC by GIECH on July 13, 1998.
In the July 1998 10Q GTECH st at ed:

The Conpany’s business is highly regul ated, and the
conpetition to secure new government contracts is often
intense. Awards of contracts to the conpany are, from
time to time, challenged by conpetitors. Further, there
have been and continue to be investigations of various
types, including grand jury investigations, conducted by
governnmental authorities into possible inproprieties and
wrongdoing in connection with efforts to obtain and/or
the awarding of lottery contracts and related matters.

Al t hough the Conpany does not believe that it has engaged
in any wrongdoing in connection with these matters,
certain investigations that [sic] are conducted | argely
in secret and are still under way. Accordingly, the
Conmpany | acks sufficient information to determ ne with
certainty their ultimte scope and whet her the governnent
authorities will assert clains resulting fromthese or
ot her investigations that could inplicate or reflect
adversely upon the Conpany. Because the conpany’s
reputation for integrity is an inportant factor in its
busi ness dealings with |ottery and ot her gover nnment
agencies, if governnent authorities were to make an

all egation of, or if there were to be a finding of,

i mproper conduct on the part or attributable to the
Conpany in any matter, such an allegation or finding
could have a materially adverse effect on the Conpany’s



busi ness, including its ability to retain existing
contracts and to obtain new or renewal contracts. |In
addi tion, continuing adverse publicity resulting from

t hese investigations and related matters could have such
a materially adverse effect. (enphasis added).

Plaintiffs allege that defendants’ denial of wongdoing in
connection with specified investigations was fal se and
m sl eading at the tinme nade because defendants knew the
software mal function had been conceal ed and coul d have a
materially adverse effect on the Conpany’s business if GIECH
was unable to retain or renew its existing contracts or obtain
new ones.

The second statenment plaintiffs allege to be materially
fal se and m sl eading appears in the 10K GITECH filed with the
SEC on May 11, 1999. The 10K states in pertinent part:

The Conpany’s lottery contracts typically permt

term nation of the contract at any tine for failure to
perform and for other specified reasons and generally
contai n demandi ng i npl ement ati on schedul es and
performance schedules. Failure to perform under such
contracts may result in substantial nonetary |iquidated
damages, as well as contract termnation. Many of the
Conpany’s lottery contracts also permt the lottery
authority to termnate the contract at will and do not
specify the conpensation, if any, to which the Conpany
woul d be entitled should such term nation occur. Certain
of the Conpany’s United States |lottery contracts have
contai ned provisions for up to $700,000 a day in

| i qui dat ed damages for |ate system start-up and provi de
for up to $10,000 or nore in penalties per mnute for
system downtine in excess of a stipulated grace peri od,
and certain of the conpany’s international custoners
(npst notably the United Kingdom s Nati onal
Lottery)simlarly reserve the right to assess substanti al



nonet ary damages in the event of contract term nation or
breach. (enphasi s added).

Plaintiffs allege that this statenent was materially fal se and
m sl eadi ng when made because it “omtted the substantial risks
to the Conpany fromthe Canel ot conputer nmalfunction and

def endants’ subsequent cover-up.”

The third statenent plaintiffs allege to be materially
fal se and m sl eading appeared in a press rel ease issued by
GTECH on May 30, 2000. In that announcenent GIECH stated in
rel evant part that:

[ITn Iight of an ongoing inquiry into a lottery term nal

software mal function in the United Kingdom the Conpany

has initiated a review to identify to what extent the
specific mal function may have occurred el sewhere in the
world. The Conpany is verifying its term nal software
applications for each of its lottery custoners and the
initial review shows that only a mnority of other GTECH
custonmers are or may have been affected. . . . The

term nal software mal function, which inpacted only a

fraction of transactions in the UK between 1994 and 1998,

was identified by GTECH in the UK in June 1998 and

corrected in July 1998. . . . “GIECH takes this matter
seriously and accepts full responsibility for this
lottery term nal software mal function,” said Steve

Now ck, GTECH president and chief operating officer.

In their Anended Conplaint, plaintiffs allege that this
statenent is materially false and m sl eadi ng because it onmts
to state that GITECH conceal ed the software mal function in 1998
and al so mnim zes the seriousness of the potential inpact on

GTECH s ability to retain its contract to operate the United



Ki ngdom Nati onal Lottery.

The fourth statenment plaintiffs allege to be materially
fal se and m sl eadi ng appears in a press rel ease issued by
GTECH to PR Newswi re on June 22, 2000. |In that press rel ease
GTECH di scusses its business condition, noting both its
increased revenues in the first quarter of fiscal year 2001
and the progress the conpany had made with its five strategic
growmh initiatives in the donestic and international markets.
In the June 2000 press release, O Connor, the chairman and CEO
of GTECH st at es:

“We’re on course to restore growth in the business
driven in part by investing in our various businesses to
build a platformfor enhanci ng sharehol der val ue.”
(enphasi s added).

Plaintiffs allege that this positive representation is
materially false and m sl eadi ng because GITECH conceal s the
pertinent facts about the United Kingdom Lottery.

Lastly, plaintiffs allege that defendants nade a
materially false and m sl eading statenent in a press rel ease
i ssued on July 25, 2000. |In that press rel ease, GIECH
announced | ower than expected second quarter earnings for

fiscal year 2001. Despite the decreased earnings, however

Turner, the Chairman of GTECH stated, “We remain confident

t hat our business is sound.” (enphasis added). Plaintiffs
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claimthat this statement is materially m sl eading because it
“fal sely assured investors” that GIECH s busi ness was “sound”
when it all egedly was not.

In response to plaintiffs' allegations, defendants filed
a Motion to Dism ss on April 26, 2001. In support of their
Motion to Dism ss, defendants argue that plaintiffs have
failed to (1) state a securities fraud claimbecause their
al |l egati ons anount to nothing nore than clainms of corporate
m smanagenment; (2) plead adequately a securities fraud
violation; and (3) state viable clains against individual
def endants O Connor, Now ck, and Turner. Plaintiffs filed an
objection to defendants’ Mtion to Dism ss on July 2, 2001,
arguing that they had, in fact, alleged viable securities
fraud claims against all defendants. On October 19, 2001,
this Court heard oral argunent on defendants’ Motion to
Dism ss and took the matter under advisenment. The Mdtion is
now i n order for decision.
I I . STANDARD
A. Standard for 12(b)(6) Motion

I n deciding whether to dismss a conplaint pursuant to
Federal Rule of Civil Procedure 12(b)(6), this Court nust
accept the facts alleged in the Conplaint as true and construe

those facts in the light nost favorable to the plaintiff. See
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Scheur v. Rhodes, 416 U.S. 232, 236 (1974); Knight v. MIls,
836 F.2d 659, 664 (1st Cir. 1987). A notion to disniss
pursuant to 12(b)(6) should not be granted unless it appears
beyond doubt that the plaintiff can prove no set of facts in
support of his or her claimwhich entitles plaintiff to

relief. Conley v. G bson, 355 U S. 41, 45-46 (1957).

B. Hei ght ened Pl eadi ng Requirenent in Securities Fraud
Actions
In addition to satisfying the Rule 12(b)(6) requirenments
set forth, supra, a securities fraud conpl aint nmust also
sati sfy the hei ghtened pl eadi ng requi rements contained in Fed.
R. Civ. P. 9(b) and the PSLRA in order to survive a notion to
dism ss. Federal Rule of Civil Procedure 9(b), which is
applicable to, inter alia, fraud clainms generally, provides
that “[i]n all avernments of fraud . . ., the circunstances
constituting fraud . . . shall be stated with particularity.”
Fed. R Civ. P. 9(b). The PSLRA further clarifies the scope
of Rule 9(b)’s requirenment of particularity in securities
fraud cases. Under the PSLRA, each securities fraud conpl aint
must set forth (1) each statenent alleged to have been
m sl eadi ng; (2) the reason or reasons why the statenment is
m sl eading; and (3) if an allegation is nade on information

and belief, the conplaint shall state with particularity al
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facts on which that belief is formed. See 15 U S.C. § 78u-
4(b)(1).

In addition to conmplying with the requirenments contai ned
in Fed. R Civ. P. 9(b) and the PSLRA, properly pleaded
securities fraud conplaints nust also contain adequate
evi dence of scienter. 1In other words, plaintiffs’ conplaint
must set forth adequate evidence that defendants consciously
intended to defraud or that defendants acted with a high
degree of reckl essness.

The requisite | evel of evidence needed to maintain a
securities fraud action is set forth in 15 U.S.C. § 78u-
4(b)(2). Section 78u-4(b)(2) provides that “the conpl aint
shall, with respect to each act or om ssion alleged . . .,
state with particularity facts giving rise to a strong
inference that the defendant acted with the required state of
m nd.” In interpreting this provision of the PSLRA, the
First Circuit has held that evidence of notive (i.e.
“‘concrete benefits that could be realized by false statenents

and wrongful nondisclosure’”) and opportunity (i.e., “‘the
means and |ikely prospect of achieving concrete benefits by
the neans alleged ”) coupled with additional factual support

may be sufficient to establish a strong inference of scienter.

Aldridge v. A T. Cross Corp., 284 F.3d 72, 82 (1st Cir. 2002)
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(citing Novak v. Kasaks, 216 F.3d 300, 307 (2d Cir

2000) (citations omtted)). These requirenents —-
particularity and proof of scienter -- serve not only to
provi de a defendant with fair notice of a plaintiff’s claim of
wrongdoi ng but al so serve to protect a defendant against the
institution of a strike suit, a baseless claimbrought by a
plaintiff who | ater engages in extensive discovery to induce

t he defendant to settle rather than to discover rel evant

evi dence of fraud. See Suna v. Bailey Corp., 107 F.3d 64, 68

(st Cir. 1997). Wth these principles in mnd, the Court now
turns to the nmerits of defendants’ argument that plaintiffs’
Amended Conplaint fails to adequately plead a securities fraud
claim
L1l DI SCUSSI ON
A. El ements of a Securities Fraud Cl ai m
Plaintiffs have brought this securities fraud action
pursuant to 15 U.S.C. 8§ 78j(b), commonly known as the
Securities and Exchange Act of 1934. 15 U. S.C. § 78j(b)
provides in pertinent part:
It shall be unlawful for any person . . . [t]o use or
enpl oy in connection with the purchase or sale of any
security registered on a national securities exchange. .
any mani pul ati ve or deceptive device or contrivance in
contravention of such rules and regul ati ons as the

Comm ssi on may prescribe as necessary or appropriate .
for the protection of investors.
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15 U.S.C. §8 78j(b). Pursuant to this authority, the
Securities and Exchange Comm ssi on, pronul gated Rule 10b-5,
whi ch makes unlawful the use of deceptive devices in
connection with the purchase or sale of any security. Rule
10b-5 states in relevant part:
It shall be unlawful for any person . . .[t]o enploy any
devi ce, scheme, or artifice to defraud, or [t]o make any
untrue statenment of material fact or to omt to state a
mat eri al fact necessary in order to make the statenents
made, in the light of the circunstances under which they
were made, not mi sleading, or [t]o engage in any act,
practice, or course of business which operates or would
operate as a fraud or deceit upon any person.
17 C.F.R 8§ 240. 10b-5. Therefore, in this case, in order to
successfully pursue a claimnmade pursuant to Rule 10b-5,
plaintiffs nmust denonstrate (1) that defendants made a
materially false or m sleading statenment or omtted to state a
mat eri al fact necessary to make a statenment not m sl eadi ng;
(2) that defendants acted with scienter; (3) that either

plaintiffs or the market relied on the nm srepresentation or

om ssion; and (4) resultant injury. Geffon v. Mcrion Corp.

249 F.3d 29, 34 (1st Cir. 2001) (citing Shaw v. Digital Equip.

Corp., 82 F.3d 1194, 1216-17 (1st Cir. 1996)).

In their Motion to Dism ss, defendants allege that this
Court should dismss plaintiffs’ Anended Conplaint for three
reasons. First, defendants claimthat plaintiffs have failed
to establish a claimunder federal securities |aws because the

15



al | egati ons agai nst defendants amount to nothing nore than
claims of m smanagenent. Second, defendants contend that
plaintiffs have failed to nmeet the hei ghtened pl eadi ng

requi rement inposed on securities fraud conplaints by Federal
Rule of Civil Procedure 9(b) and the PSLRA. Lastly,

def endants argue that plaintiffs have failed to allege viable

cl ai ms agai nst individual defendants, O Connor, Now ck, and

Turner. The Court will address each of these contentions in
turn.

1. Failure to State a Claim

a. Cl ai ms of M smanagenent

In their Motion to Dism ss, defendants attenpt to
characterize plaintiffs’ securities fraud action as a “nere
cl aimof corporate m smanagenent,” which is not actionable
under federal securities laws. Specifically, defendants argue
that the essence of plaintiffs’ claimis that GIECH s
managenent “acted i nproperly” by correcting the software
mal function w thout disclosing the mal function or its
correction to either the Lottery Conm ssion or Canel ot and,
therefore, plaintiffs fail to state a clai munder federa
securities laws. The issue this Court nust decide, therefore,
is whether plaintiffs’ allegations agai nst defendants

constitute nmore than clains of corporate m smanagenent.
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It is well-established in federal case |law that a
securities fraud conplaint that does not contain either
al |l egations of specific m srepresentations or om ssions of
mat erial facts that were required to be disclosed, states
not hing more than a claimof corporate m smanagenent and
therefore is not actionable under federal securities |law. See

Haft v. Eastland Fin. Corp., 755 F. Supp. 1123, 1131 (D.R 1.

1991) (“[f]ailing to disclose possible m smanagenent

does not state a federal securities lawclain’). A claim of
cor porate m smanagenent, however, is actionable when the
conpl aint alleges that defendants (1) were aware that

m smanagenent had occurred and (2) made material public
statenments about the state of corporate affairs inconsistent

with the existence of the m smanagenent. See In re Sirrom

Capital Corp., 84 F. Supp. 2d 933, 941 (M D. Tenn. 1999).

Here, viewing plaintiffs’ allegations in the |ight nost
favorable to the them this Court concludes that plaintiffs
have all eged nore than clainms of corporate m smanagenment. The
Amended Conpl aint alleges that defendants not only failed to
di scl ose specific information regardi ng the software
mal function to either the Lottery Conmm ssion, Canelot, or to
i nvestors but also made material m srepresentations about the

sanme in public statenments issued by the defendants. The
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gravamen of plaintiffs’ Conplaint, therefore, rests on
defendants’ alleged failure to disclose, fairly and fully,
mat erial information concerning the software mal function and
def endants’ all eged conceal nent of the sane in statenents it

issued to the public. See Slavin v. Mirgan Stanley & Co.,

Inc., 791 F. Supp. 327, 333 (D. Mass. 1992) (stating that
plaintiffs’ “allegations constitute adequate clains under
federal securities |aw because their essence lies in a failure
of full and fair disclosure, not in a failure to manage the
conpany well”). Accordingly, this Court concludes that
plaintiffs’ Conplaint does not sinply state cl ains of
m smanagenment but rather alleges conduct, which, if found to
be true, violates securities |aws.
b. Sufficiency of the Pleadings

In addition to their m smanagenent argument, defendants
argue that plaintiffs failed to satisfy the hei ghtened
pl eadi ng requi rements of Fed. R Civ. P. 9(b) and the PSLRA.
Specifically, defendants argue that this Court should grant
their Motion to Dism ss because none of the five statenents
that plaintiffs allege to be materially false and m sl eadi ng
obl i gated defendants to disclose any information regarding the
software mal function. For the follow ng reasons, this Court

finds defendants’ argunment devoid of nerit.
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As nmentioned previously, in order to survive a notion to
dism ss, a securities fraud plaintiff nust satisfy the
hei ght ened pl eadi ng requi renments i nposed on securities fraud
conplaints by Rule 9(b) and the PSLRA. This requires a
securities fraud conplaint to allege with particularity the
“who, what, when, where, and why of each materially false or

nm sl eadi ng nmi srepresentation or onmi ssion.” Chalverus v.

Pegasystens, Inc., 59 F. Supp. 2d 226, 232 (D. Mass. 1999);

see also 15 U.S.C. 8§ 78u-4(b)(1). In this case, plaintiffs
have satisfied this heightened pl eading requirement. The
Conmpl aint sets forth the content of the five statenents
plaintiffs allege to be false and m sl eading, the name of the
speakers, the date on which the statenments were made, the
docunment in which each statenment was made public, and a
detai |l ed explanation of plaintiffs’ belief regarding why each
statenent is false. See 2d Am Conpl. 1Y 22-29, 31-33, 35,
37-40, 50-52.

Plaintiffs, furthernore, have adequately all eged
scienter. At the pleading stage, a plaintiff’s allegations of
notive and opportunity coupled with sonme evidence of
addi ti onal m sconduct fromwhich a jury can draw a reasonabl e
inference of intentional deception is sufficient to satisfy

t he proof of scienter requirenment inposed on securities fraud
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conplaints. See, e.qg., Geffon v. Mcrion Corp., 249 F.3d 29,

35-36 (1st Cir. 2001). 1In this case, taking all the facts and
circunstances into consideration, this Court concludes that

t he Amended Conpl ai nt contains adequate all egati ons which
support a strong inference of scienter.

It is clear fromthe Amended Conpl aint that defendants
not only had notive but also opportunity to withhold
information regarding the software mal function and their
correction of the problem First, plaintiffs have alleged a
strong inference that defendants were notivated to conceal
their identification and correction of the software problem
both to preserve their $40 mllion contract with the Lottery
Comm ssi on, which would have been placed in jeopardy as a
result of their past msconduct, and to avoid paying an $84.9
mllion refund to Canelot if Canmelot lost its operating
license for reasons attributable to GITECH. Second, plaintiffs
have adequately all eged opportunity. The individual
def endants, as alleged by plaintiffs in their Anmended
Conpl aint, were in senior managenment positions and
consequently in a position to have know edge about the
mal function and the decision not to disclose it to the
rel evant parties and to control the dissem nation of false

i nformati on about the Conpany to the public in SEC filings and
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press rel eases.

In addition to denonstrating notive and opportunity,
plaintiffs have adequately identified a nunmber of facts that,
t aken together, create a strong inference of scienter. First,
it is undisputed that in April 1998, a few nonths before the
sof tware mal functi on occurred, GITECH had agreed to introduce
and i nplement a Code of Conduct. The Lottery Comm ssion had
recommended t he Code of Conduct, and GTECH agreed to inplenent
it, in order to enforce proper corporate behavior, an issue
GTECH had problenms with in its past relationship with the
Lottery Conm ssion. Second, the April 1998 contract between
Canel ot and GTECH contai ned a provision stating that if
Canelot lost its contract to operate the National Lottery for
reasons attributable to GTECH, GITECH woul d be required to
return a portion of the $84.9 mllion it had received from
Canmel ot to purchase GTECH s equity interest in Canel ot.

Third, neither party disputes that in June 1998, GTECH
identified a software problemthat affected its operations in
the United Kingdom and subsequently failed to disclose

know edge of the malfunction to either the Lottery Conm ssion,
Canel ot, or GIECH s investors. Fourth, Turner, the current
Chai rman of GTECH, admitted in a July 6, 2000 press rel ease

that the software mal functi on shoul d have been di scl osed.
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Thus, based on the facts alleged by plaintiffs in the Amended
Conpl ai nt, this Court concludes that plaintiffs have
adequately all eged scienter.

To conclude, on a 12(b)(6) motion in a securities fraud
action, this Court’s main concern is whether the allegations
contained in the conplaint satisfy the hei ghtened pl eadi ng
requi renments inposed by Rule 9(b) and the PLSRA. Inportantly,
it is not for this Court to evaluate the veracity of each

all egedly false statenent plaintiffs attribute to defendants.

See Kinney v. Metro G obal Media, Inc., 170 F. Supp. 2d 173,
179 (D.R 1. 2001). Accordingly, having reviewed the
all egations of fact and inferences contained in plaintiffs’
Amended Conplaint, this Court concludes that plaintiffs have
sufficiently pleaded a securities fraud violation.
cC. Duty to Disclose

Def endants attenpt to di ssuade the Court from reaching
the conclusion that plaintiffs’ have adequately pleaded a
securities fraud violation by arguing that they were under no
obligation to disclose their know edge of the software problem
or their failure to disclose the sane. Plaintiffs counter
def endants’ argunment with a | engthy discussion of why
def endants were, as a matter of law, required to disclose this

information to the public. For the follow ng reasons, this
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Court concludes that the issue of whether defendants had a
duty to disclose information regardi ng the software
mal function and their conceal nent of the same is a question to
be determ ned by a jury.

A defendant in a 10b-5 action cannot be held liable
unl ess plaintiff first denonstrates that the defendant had a

duty to disclose the alleged material information. See Roeder

v. Alpha Industs., Inc., 814 F.2d 22, 26 (1st Cir. 1987).

Under Rule 10b-5, “‘[s]ilence, absent a duty to disclose, is

not msleading. . . .’” Backman v. Polaroid Corp., 910 F. 2d
10, 13 (1st Cir. 1990) (citation omtted). A duty to disclose
ari ses, however, where a corporation has previously nmade a
statenment of material fact that is either false, inaccurate,

i nconpl ete, or msleading in |ight of the undisclosed

i nformati on. Sinobn v. Anerican Power Conversion Corp., 945 F.

Supp. 416, 424 (D.R 1. 1996) (citing G oss v. Summ Four

Inc., 93 F.3d 987, 992 (1st Cir. 1996)). The determ nation
of whether a defendant had a duty to disclose certain
information, therefore, focuses on two interrelated inquiries:
(1) whether the omtted fact itself is material and (2)

whet her the public statement is m sleading. See Sinon, 945 F.
Supp. at 427.

In TSC I ndustries, Inc. v. Northway, Inc., 426 U. S. 438
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(1976), the Suprene Court defined materiality for purposes of
securities laws violations. In ISC, the Supreme Court held
that “[a]ln omtted fact is material if there is a substanti al
i kel i hood that a reasonabl e sharehol der woul d consider it

i nportant in deciding howto vote.” TISC, 426 U.S. at 449.
Whet her an omission is ‘material,’ therefore, is a

determ nation “that requires delicate assessnments of the
inferences a ‘reasonabl e sharehol der’ would draw from a given
set of facts and the significance of those inferences to him

." 1d. at 450; see also Basic, Inc. v. Levinson, 485 U.S.

224, 232 (1988) (affirmng the materiality standard set forth
by the TSC Court and recognizing its applicability to 10b-5
actions). Thus, the issue of materiality is a m xed question
of law and fact that involves the application of the |egal
standard to a certain set of facts. ISC, 426 U. S. at 450.

The next step in the analysis is to deternm ne whether the
om ssion of the material fact makes the statenment fraudul ent
or m sl eading under Rule 10b-5. This determ nation requires a
court to exami ne the statenment in light of the circunstances

under which it was made. See Craftmatic v. Kraftsow, 890 F.2d

628, 642 (3d Cir. 1989). Thus, as one court stated
succinctly: “[w] hether an om ssion is material and whether a

statenment is msleading are two interrel ated, but separate,
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fact-specific inquiries, which generally cannot be resolved on
a Rule 12(b)(6) motion to dism ss where all factual

al | egati ons nust be accepted as true.” Freednan v. Louisiana-

Pacific Corp., 922 F. Supp. 377, 388 (D. O. 1996).

Consequently, a court can dism ss a securities fraud conpl ai nt
only when the alleged m sstatements or om ssions are so
patently inconsequential to a reasonabl e sharehol der that
reasonabl e m nds could not differ on the question of their

i nportance. See Craftmatic, 890 F.2d at 641.

Appl ying these principles to the statenents contained in
the SEC filings and the May 2000 press release, this Court
cannot conclude, as a matter of law, that GITECH did not have a
duty to disclose the software mal function or their failure to
di scl ose the problem Indeed, given GIECH s past relationship
with the Lottery Comm ssion, this Court cannot conclude that
GTECH s failure to disclose this information is “so patently
i nconsequential to a reasonabl e sharehol der” that reasonable
m nds could not differ on its inportance. See id.
Accordingly, the issue of whether defendants’ failure to
di scl ose the software mal function and its correction of the
same is a material om ssion that makes the statenments it

issued materially msleading, is a question of fact to be

decided by a jury and thus cannot be resolved at this stage of
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the litigation. See Kinney, 170 F. Supp. 2d at 179 (“The
question of whether or not the statements actually were
materially false and m sleading is one for a jury.”).

In their Opposition to Defendants’ Mtion to Dism ss,
plaintiffs attenpt to persuade the Court to find that
def endants had a duty to disclose the malfunction and its
correction of the problemto shareholders, as a matter of | aw,

by directing the Court’s attention to Sinon v. Anerican Power

Conversion, 945 F. Supp. 416 (D.RI. 1996). |In Sinpn, this

writer reasoned that in that case defendants had an
affirmative duty to disclose certain material information
based on 17 C.F. R 8§ 229.303(a) and (b) (“ltem 303"), which
governs 10K and 10Q filings, respectively. Item 303 requires
cor porate managenent to disclose, inter alia, “any known
trends or uncertainties that have had or that the registrant
reasonably expects will have a material favorable or
unf avor abl e i npact on net sales or revenues or inconme from
continuing operations. . . .7 17 C.F. R 8§ 229.303(a)(3)(ii).
In Sinmon, this Court explained that although Item 303
does not create a private right of action for a violation of
an SEC regul ation, it does inpose, by its express ternms, an
affirmati ve duty on defendants to disclose materi al

information. Sinmon, 945 F. Supp. at 431 n.20. This Court
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further reasoned that because Item 303 inposed an affirmative
duty on corporations to disclose material information, a
corporation’s nondi sclosure of that information was actionable
under securities |law. See id.

In this case, based on the record before the Court,
plaintiffs have not net their burden of denpnstrating that
def endants, in fact, violated Item 303. Vet her defendants
violated Item 303(a) and (b) cannot be determ ned on a
12(b) (6) motion because of the limted scope of the record
before the Court. Inportantly, even if plaintiffs are able to
prove that defendants violated Item 303's disclosure
requi renments, a violation of those requirenments does not
necessarily lead to the conclusion that such disclosure would
have been required under Rule 10b-5. As this Court noted in
Sinmon, the disclosure rules are probative of what defendants
are otherw se obliged to disclose but do not, thensel ves,
provi de an i ndependent duty of disclosure. See id. at 431

n.20; see also Oran v. Stafford, 226 F.3d 275, 288 (3d Cir

2000) (stating that “a violation of [Iten] 303's reporting
requi renents does not automatically give rise to a materi al

onmi ssion under Rule 10b-5"); In re Pacific Gateway Exch.,

Inc., No. C-00-1211 PJH, 2002 W. 851066 at *13 (N.D. Cal. Apr.

30, 2002); Anderson v. Abbott Labs., 140 F. Supp. 2d 894, 909
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(N.D. I'l'l. 2001). Accordingly, plaintiffs may not rely
solely upon Item 303 to prove that defendants failed to
di scl ose material information as a matter of law. An Item 303
violation is but one of many pieces of evidence the triers of
fact must weigh to determnm ne whet her defendants failed to
di scl ose material information in violation of Rule 10b-5.

In summary, the issue of whether defendants’ statenents,
as contained in the SEC filings and the May 2000 press
rel ease, gave rise to a duty to disclose the software
mal function and defendants’ failure to disclose the problemis
a question of fact to be decided by a jury. Wether
def endants violated Item 303"s disclosure requirenments cannot
be determ ned based on the record before the Court and, in any
event, does not necessarily prove a Rule 10b-5 viol ation.
d. Rosy Affirmations, or Corporate Puffery, Are Not

Acti onabl e

The statenents made by defendants O Connor and Turner in
the June 22, 2000, and July 25, 2000 press rel eases,
respectively, however, are not actionable as a matter of |aw.
The First Circuit has generally declined to inpose liability
on corporate executives who make vague and optim stic
statenents -- or rosy affirmations -- about their conpany’s

outl ook. See Carney v. Canbridge Tech. Partners. Inc., 135 F.
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Supp. 2d 235, 245 (D. Mass. 2001). The First Circuit has
recogni zed that these statenents are not only “nunbingly

fam liar to the marketplace” but also “so vague, so lacking in
specificity, or so clearly constituting the opinions of the
speaker, that no reasonable investor could find theminportant

to the ‘total mx of information available.’”” Shaw v. Digita

Equip. Corp., 82 F.3d 1194, 1217 (1st Cir. 1996).

In this case, the Court concludes that O Connor’s June
2000 statenment that GTECH was “on course to restore growth in
the business. . .,” and Turner’s July 2000 statenent that
“[the conpany] remmins confident that our business is sound”
are exactly the sort of “rosy affirmations” that a reasonable
i nvestor could not have considered to be so significant as to
alter the mx of information bearing on investnent. See

Carney, 135 F. Supp. 2d at 245; see also Fritz v. Security

Dynam cs Techs., Inc., 119 F. Supp. 2d 12, 23 (D. Mass. 2000)

(noting that defendants’ statenments that the conpany was

“wel | -positioned” are ultimtely no nore than nonacti obabl e
“puffing”). Thus, the Court concludes that because the
statenents contained in the June and July 2000 press rel eases
are corporate puffery, they are immterial and thus not
actionable as a matter of |aw

B. Section 20(a) clains against O Connor, Now ck, and Turner
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As this Court noted in Sinmobn, “[s]ection 20(a) of the
Securities and Exchange Act of 1934, 15 U.S.C. 8 78t(a),

i nposes joint and several liability on individuals who control
an entity liable for violations of the securities |aws.”

Si non, 945 F. Supp. at 435. Specifically, 15 U.S.C. 8§ 78t(a)
provi des that:

Every person who, directly or indirectly, controls any

person |iable under any provision of this chapter or of

any rule or regulation . . . shall also be liable jointly
and severally with and to the sanme extent as such
controll ed person unless the controlling person acted in
good faith and did not directly or indirectly induce the
act or acts constituting the violation or cause of
action.
15 U.S.C. § 78t(a). Thus, in order for plaintiffs’ clains
agai nst the individual defendants to w thstand defendants’
Motion to Dismss, plaintiffs nust denonstrate: (1) a primary
violation of the securities laws, and (2) that the individual
def endants exercised control over the entity that engaged in
t he unl awful conduct. See id.

The Court has already determned that plaintiffs’ Amended
Conpl ai nt adequately pleads a securities fraud violation with
regard to the statenents contained in the SEC filings and the
May 2000 press release. Plaintiffs, furthernore, have
sufficiently alleged that O Connor and Now ck, as former CEO
and fornmer COO, respectively, not only had general power but

al so exercised actual control over the managenent of GTECH.
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See Aldridge, 284 F.3d at 85. | ndeed, O Connor and Now ck

were at the conpany’s helmduring the period of tinme that the
sof tware mal functi on was di scovered and seni or nanagenent nade
an active decision not to disclose the problemto either
Canmel ot or the Lottery Commi ssion. |In addition, plaintiffs’
all ege that O Connor and Now ck made the false and m sl eadi ng
statenments, as evidenced by their signatures on the various
SEC filings that contain the statenents at issue. See In re

Rayt heon Securities Lit., 157 F. Supp. 2d 131, 152-54

(acknow edgi ng the survival of the “group-published
information” doctrine* after the enactment of the PSLRA).
Therefore, at this stage in the litigation, it would be

i nappropriate to dismss plaintiffs’ derivative liability

cl ai ms agai nst O Connor and Now ck, and therefore, the Court
denies the Mdtion to Dismss as to these clains. See, e.q.
Sinon, 945 F. Supp. at 435 (denying defendants’ 12(b)(6)

nmotion as to plaintiffs’ section 20(a) clainms because “a

nunber of the chall enged statenents are i ndeed actionable

under 10(b)”); In re Lernout & Hauspie, 208 F. Supp. 2d 74,

90-91 (D. Mass. 2002); Chalverus, 59 F. Supp. 2d at 236

4 The group-published information doctrine permts a
plaintiff to inmpute false or m sleading statenents conveyed in
annual reports, quarterly and year-end financial results, or
ot her group-published information to corporate officers. In
re Rayt heon, 157 F. Supp. 2d at 152.
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(stating that “[t]o the extent that a plaintiff sets forth a
primary violation of the Exchange Act, dism ssal of a section
20(a) claimfor derivative liability is inappropriate”).

The Court, however, grants the Motion to Dism ss
plaintiffs’ section 20(a) claimagainst Turner. Turner did
not beconme Chairman of GIECH until July 6, 2000, and the only
statenment plaintiffs attribute to himis his statenent that
“business is sound” in GIECH s press release on July 25, 2000.
The Court has already determ ned that this statenent is
i mmaterial and thus not actionable as a matter of |aw.
| V. CONCLUSI ON

For the foregoing reasons, this Court denies defendants’
Motion to Dismss as to the statenents contained in the SEC
filings and the May 2000 press release. The clains related to
these statenments satisfy the hei ghtened pl eadi ng requirenments
contained in Rule 9(b) and the PLSRA, and therefore survive
the instant notion. The Court grants defendants’ Mtion to
Dismss with regard to the clainms concerning statenents
contained in the June and July 2000 press releases. The
statenents contained in the June and July 2000 press rel eases,
respectively, amount to nothing nore than corporate puffery,
and therefore, are immterial and thus not actionable as a

matter of | aw.
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In addition, plaintiffs’ clainms against individual
def endants O Connor and Nowi ck are still viable, and thus,
def endants’ Motion to Disnmss is denied as to plaintiffs’
section 20(a) derivative liability clainms against them The
Court, however, grants the Motion to Dismiss plaintiffs’
section 20(a) cl aimagainst Turner because there are no
actionabl e statenents attributable to him

It is so ordered.

Ronal d R Lagueux
Senior United States District Judge
Sept enber , 2002
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